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Are Article 82 EC and Intellectual Property Interoperable?

In Microsoft EC, Microsoft did not invoke a specific efficiency objective that
it claimed to pursue through the refusal to disclose full interoperability informa-
tion. Instead, Microsoft invoked general efficiencies and innovation incentives
associated with the freedom to contract and protection of intellectual property:

“The major objective justification put forward by Microsoft relates to
Microsoft’s intellectual property over Windows. However, a detailed exami-
nation of the scope of the disclosure at stake leads to the conclusion that, on
balance, the possible negative impact of an order to supply on Microsoft’s
incentives to innovate is outweighed by its positive impact on the level of
innovation of the whole industry (including Microsoft). As such, the need to
protect Microsoft’s incentives to innovate cannot constitute an objective jus-
tification that would offset the exceptional circumstances identified.
Microsoft’s other objective justification, which is that it has no incentive to
engage in anti-competitive conduct with respect to interoperability, is not

supported, and in fact is largely contradicted, by the evidence in this case.”’*®

In assessing Microsoft’s incentives to innovate, the Commission distinguished
between interoperability technology and general OS technology, and conclud-
ed that the disclosure of interoperability information (externals) does not affect
Microsoft’s incentives to innovate OS internals.’® Since no source code or
internal code is disclosed, the Commission found that there is no risk of
cloning."* Because of time lag and disadvantages, “Microsoft’s competitors will
have to provide additional value to the customer, beyond the mere interoper-
ability of their products ... if such products are to be commercially viable.”**? In
fact, because of the difficulty of implementing specifications designed for anoth-
er system: rivals will have to be more efficient to benefit from the disclosure
obligation.*® Nor is Microsoft’s incentive to innovate foreclosed since, accord-
ing to the Commission, “there is ample scope for differentiation and innovation
[by Microsoft] beyond the design of interface specifications.”* The

109 2004 MS Decision, supra note 1, at para. 783.
110 Id. at para. 698.

111 [d. at paras. 713-22.

112 Id. at para. 722.

113 Id. at paras. 721-33.

114 Id. at para. 698.
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Commission also noted that the U.S. remedies (the Microsoft Communications
Protocol Program) did not reduce incentives to innovate either.'® Conversely,
the prospect of exclusion would reduce third parties’ incentives to innovate, as
well as Microsoft’s incentives to innovate operating systems.”® Ultimately,
application of the balance-of-interest test led the Commission to the following
conclusion:

“IOln balance, the possible negative impact of an order to supply on
Microsoft’s incentive to innovate is outweighed by its positive impact on
the level of innovation of the whole industry (including Microsoft). As
such, the need to protect Microsoft’s incentives to innovate cannot consti-
tute an objective justification that would offset the exceptional circum-

. 19
stances identified.”’*

As a threshold matter, the Commission suggests that it is for Microsoft to dis-
close what valid intellectual property rights it claims in any interoperability
information that it would be required to provide to third parties. If the informa-
tion in question is only or mainly trade secrets, many argue that the sanctity of
intellectual property rights cease to be as clear or relevant.*® Should some intel-
lectual property be implicated, the interveners submitted that the limited disclo-
sure of essential interoperability information strikes an appropriate and propor-
tionate balance between the interests of a system of undistorted competition as
laid down in Article 3(g) EC and respect for property rights.

First, after Magill, there is no general principle under Article 82 EC that a
dominant firm can put forward a defense in a duty to deal case merely because
intellectual property rights are at issue. Intellectual property laws do not create
economic monopolies that can be defended in all circumstances and at all costs.
Intellectual property laws coexist with antitrust law and accommodate antitrust
law discipline. Intellectual property laws are blunt instruments that cannot bal-

115 [d. at para. 728.
116 Id. at para. 725.
117 Id. at para. 783

118 Trade secrets are not exclusive rights granted by the law and therefore do not deserve the same
level of protection as patents, copyright, or trademarks, all of which are recognized and established
property rights created by the legislator. In any event, where the violation of competition law con-
sists precisely in keeping secret essential interoperability information, potential trade secrecy of such
information must give way to proportionate antitrust remedies imposed in the public interest.
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ance innovation incentives in all cases or regulate exhaustively and purely by
themselves all possible economic and legal conflicts.

Second, it is said that the very purpose of IP rights is to grant a reward to the
owner by restricting competition, in return for the benefits that valuable innova-
tions bring to society.!® But the same general justification can be advanced for
physical property: the nature, scope, and duration of protection are the result of a
legislative consensus that property rights confer net benefits to society in the form
of desirable investment activity. Furthermore, it is well established that there are

limits to the right to (physical) property that
INTELLECTUAL PROPERTY LAWS can be imposed in the common interest (e.g., on

R BN NS TRUMENTS T AT land use planning or environmental grounds).

CANNOT BALANCE INNOVATION Third, the interference with any intellectual
INCENTIVES IN ALL CASES property should be limited and proportionate

DR REGULATE EXHAUSTIVELY and should not materially affect its wider inno-

vation incentives. Microsoft’s rivals argued they

AND PURELY BY THEMSELVES . ,
already have their own competing products

ALL POSSIBLE ECONOMIC with different features and functionality and
AND LEGAL CONELICTS. have no desire to clone Microsoft’s products;

indeed, their competitive strategy is based on

innovation and product differentiation. Any disclosures would be strictly limit-
ed to information that is essential to allow their products to have the same
degree of interoperability with the virtual-monopoly Windows products as
Microsoft affords to its own business. In particular, source code would not be
required. Microsoft’s rivals do provide, and will have to continue to provide,
additional value to the customer beyond the mere interoperability of their prod-
ucts if such products are to be commercially viable. Interoperability is essential
but it certainly does not in itself guarantee rivals’ commercial success.

IV. Compulsory License on FRAND Terms

As explained, Article 82 EC applies to IPRs only if an IPR is used as a tool for
an abuse, and in such a case, a compulsory license may be an appropriate reme-
dy. As a rule, any remedy imposed by the Commission for abusive conduct should
be proportionate. According to the ECJ in Magill: “[T]he burdens imposed on
undertakings in order to bring an infringement of competition law to an end
must not exceed what is appropriate and necessary to attain the objective sought,

namely re-establishment of compliance with the rules infringed.”?

119 See L. Kaplow, The Patent-Antitrust Intersection: A Reappraisal, 97 HArvARD L. Rev. 1813, 1817
(1984).

120 Magill ECJ Judgment, supra note 12, at para. 30.
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In the case of IPRs, this requires an evaluation of the impact of the remedy on
overall innovation, the essential function of IPRs. This means that if a less-bur-
densome remedy can be found that effectively addresses the competition con-
cerns of a refusal to license, the Commission should not resort to an order for
compulsory licensing. If the holder of an IPR has several effective ways to elim-
inate an abuse, a choice should be allowed.

Once a choice has been made for compulsory licensing, the main difficulty fac-
ing a regulatory agency is implementing the remedy with appropriate speed and
determining the terms at which it should be set.*#*

The Commission is by now acutely aware that timely implementation is espe-
cially important in dynamic markets, such as IT. It is striking that three years
after the 2004 MS Decision was adopted, the remedy is still not effective. In the
mean time, the complainants allege, the exclusionary effects on competition
continue and new products are coming to market, such as Vista and Longhorn,
giving rise to disputes as to whether and to what extent interoperability informa-
tion must be disclosed for these products. This delay is perhaps understandable
for a precedent case such as Microsoft EC, but it bodes ill for the useful effect of
the compulsory licenses in complex cases. If the remedy is not implemented
timely in a forward-looking manner, there is a risk that rivals’ products are con-
demned to interoperability with old products that have been superseded in the
mean time.

Another lesson learned from the Microsoft EC remedy is that the Commission
needs to exercise vigilance when considering the terms and conditions for the
compulsory license. The IPR owner may have incentives to deprive the remedy of
useful effect. In Microsoft EC, the Commission ordered Microsoft to release its
interoperability information on reasonable and non-discriminatory terms
(RAND).*2 Microsoft responded by demanding significant royalties for the
Workgroup Server Protocol Program that, according to the complainants, exceed
the royalties charged for entry-level server operating systems.'® If that is con-
firmed, price-squeeze concerns arise. In addition, there may be a temptation to
pack lengthy license agreements with complicated and restrictive terms and con-
ditions, contrasting with the one-page licenses that are employed in other cases.**

121 See, e.g., IBM 1984 Undertaking, 1991 O.. (L 122) 42.
122 2004 MS Decision, supra note 1, at paras. 1005-8.

123 See Microsoft Work Group Server Protocol Program, at http://www.microsoft.com/about/legal/intel-
lectualproperty/protocols/wspp/wspp.mspx (accessed Feb. 13, 2007). he Commission obtained a com-
mitment from IBM to reveal interface information to competitors on new IBM products.

124 See Microsoft’s Royalty Free Protocol License Agreement for specific client-server protocols imple-
mented in Windows, at http://msdn.microsoft.com/library/default.asp?url=/library/en-us/randz/proto-
col/royalty_free_protocol_license_agreement.asp (accessed Feb. 13, 2007).
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Some guidance can be found in the practice of setting industry standards. In
standard setting, licensing on fair, reasonable, and non-discriminatory (FRAND)
terms has long been commonplace. In that context, the requirement of RAND
terms is understood by most participants to mean that the prices charged must
not be excessive, exclusionary, or anticompetitive, basically the same criterion as
laid down in Article 82(a). A reasonable price is a moderate one, bearing some
rational relation to objective assessment of the innovative value added by the
technology protected by the IPR, rather than a monopolist’s desire to maximize
its profits. In addition, in the words of the 2004 MS Decision, “restrictions
should not create disincentives to compete with Microsoft, or unnecessarily
restrain the ability of the beneficiaries to innovate.”*®

The 2004 MS Decision contained a useful limiting criterion: the royalties and
terms and conditions “should not reflect the ‘strategic value’ stemming from
Microsoft’s market power in the client PC operating system market or in the
work group server operating system market,” which means that it can charge, at
most, for the value of innovation proven to be included in the documentation.
Even that may be too much: where the abuse is exclusionary, the licensee may
have been deprived of the minimum efficient scale of operation that would have
allowed it to support RAND royalties in a competitive environment. If that is
the case, there is an argument that the royalty should be less until conditions of
competition have been restored in the leveraged market, to ensure that the rem-
edy has a useful effect.

But assuming that some innovative value is conveyed, and that price squeezing
is avoided, what should the price be? The economic theory seems relatively clear.
In competitive conditions, if the technology to be licensed is equivalent to alter-
native available technology, there is no reason to believe that the IPR owner,
absent its monopoly, would find a buyer or be able to charge a positive price for
it. Indeed, in a competitive and non-collusive environment, royalties for equiva-
lent and competitive technical solutions would tend towards marginal costs,
which is often close to zero in the case of IT. Where technologies are not equiv-
alent, the fee for the lesser solution would tend to approach zero, with the owner
of the better solution being able to charge no more than the incremental value
that the licensee expects from the use of the better solution (for instance, because
it saves costs, leads to expansion of demand, or allows the licensee to charge high-
er prices to end users). The fee for the better solution is no higher than the oppor-
tunity cost that the licensee would incur if it used the next best alternative.

Unfortunately, the economic theory appears difficult to apply in practice. It is
perhaps most useful as a framework of reference that can be used to validate and
verify the results of alternative pricing methods. Several methods might be
employed. These methods have often been used in excessive pricing cases, but

125 2004 MS Decision, supra note 1, at para. 1008.
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each has its own benefits and drawbacks. First, recourse can be had to Article

82’s traditional criteria for determining reasonable prices in the context of the

Article 82(a) case law and decisional practice on excessive pricing.!”® A useful

starting point is a comparison of the price charged and the historical or long-run
incremental cost of R&D. Another alternative is to focus on profits and not

prices, and lower the price until a profit is achieved commensurate to the normal

return on investment in competitive conditions in this industry. However, these
calculations are fraught with difficulties in ordi-

nary industries, and raise even more concerns in UNFORTUNATELY, THE ECONOMIC
dynamic markets such as I'T. Moreover, a focus HEORY APPEARS DIFFICULT
on profits ultimately penalizes success where

. .. . TO APPLY IN PRACTICE. IT IS
excessive pricing 1s absent.

PERHAPS MOST USEFUL AS A

A fallback would be to conduct a consistent AW ORE OF REFERENCE THAT

comparison with the prices of similar products
. . . CAN BE USED TO VALIDATE

charged by the licensor in competitive markets,

charged by licensor to its own downstream busi- AND VERIFY THE RESULTS OF

ness, or charged by rivals for similar technology. ALTERNATIVE PRICING METHODS.
Interestingly, it is argued, the type of informa-

tion at issue in the Microsoft EC case is generally made available in the industry
for free or for a nominal fee, and Microsoft itself makes similar information avail-
able for free where it suits its strategic goals.*” Absent its monopoly position, the
complainants argue that Microsoft would have an inherent interest in making
the information at issue available for free since this would drive sales of its soft-
ware products, in particular its desktop operating systems. Finally, it is argued
that Microsoft is fully remunerated for the creation of the licensed information
through the sale of client and server operating systems. The Commission is cur-
rently reviewing these arguments, and the result may have important precedent
effect for future cases.

126 See, e.g., Case 26/75, General Motors v. Commission, 1975 E.C.R. 1367; Case 27/76, United Brands,
supra note 106; Case 30/87, Bodson v. Pompes Funébres des Régions Libéréés, 1988 E.C.R. 2479;
Case 395/87, Ministére Public v. Tournier, 1989 E.C.R. 2521, at para. 38; and Deutsche Post, 2002 O.J.
(L 331) 40.

127 For instance, for Webservices Specifications (WSTX), Microsoft:

(@) provides a reasonable, royalty-free copyright license to the specifications with relatively few
restrictions; and

(b) provides a royalty-free license to any patents considered essential to implement the specifica-
tions.

See Microsoft License Agreement, at http://download.microsoft.com/download/8/e/5/8e59dce62b27-
4fc3-bd00-0531c5514ae3/WSS_LicenseAgreement.pdf (accessed Feb. 13, 2007). See also Press
Release, Microsoft Corporation, Microsoft Announces Availability of Open and Royalty-Free License
For Office 2003 XML Reference Schemas (Nov. 17, 2003), available at http://www.microsoft
.com/presspass/press/2003/nov03/11-17XMLRefSchemaEMEAPR.mspx.
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The recent FTC remedy decision in Rambus is an interesting example.'*®

When the FTC found that Rambus set a “patent ambush”, it set a royalty of 0.5
percent for the patents in question (going to zero after three years), where
Rambus had asked for a permanent royalty of 2.5 percent. In determining the
terms of such a RAND license, the FTC noted the inherent difficulties attendant
to reconstructing marketplace conditions that would have prevailed in the
absence of anticompetitive conduct. The FTC held, however, that antitrust
defendants should not be allowed to avoid appropriate remedies because deter-
mining the but-for world is challenging in practice.? The FTC found that a
RAND license requires a royalty rate no higher than the ex ante value of the
technology, which “is the amount that the industry participants would have been
willing to pay to use a technology over its next best alternative prior to the incor-
poration of the technology into a standard.”® That amount, the FTC found,
takes proper account of the value of the technology to the IPR holder. To deter-
mine the specific royalty rate, the FTC turned to “real-world examples of nego-
tiations involving similar technologies.”**

Two comments should be kept in mind, however. First, even if the IP owner (or
indeed anyone else) identified comparable technologies licensed for a fee, it does
not mean that the IP owner should be allowed to charge an equivalent fee. It may
be that the owner of the comparable technology is able to charge a fee only
because the technology market is not competitive or because the IPR owner refus-
es to license the equivalent technology in the first place. In sum, comparables
should be reviewed, but this should be done on a consistent basis and without
allowing the IPR owner to charge a monopoly rent, which would be equivalent to
a constructive refusal to license. General licensing practices in the industry may
provide guidance also, on condition that they are properly applied, and result in
a royalty no greater than justified by the extent to which the IPR owner’s inno-
vation constitutes part of the overall technology used in the product.*® If it is at
the core of the rival’s product and very innovative, then it justifies a greater roy-
alty than mere interoperability information at the edge of a rival’s product.

128 See FTC Final Order of February 2, 2007 and Opinion of the Commission on Remedy, In the Matter of
Rambus Incorporated, available at http://www.ftc.gov/os/adjpro/d9302/0702050pinion.pdf. See also
Dissenting Opinion (Harbour), available at http://www.ftc.gov/os/adjpro/d9302/070205harbourstm-
nt.pdf and Dissenting Opinion (Rosch) (remedy should be royalty-free), available at http://www.ftc
.gov/os/adjpro/d9302/070205roschstmnt.pdf.

129 Op. at 16-19.
130 Op. at 17.
131 Op. at 18.

132 See, e.g., R. Goldscheider, New Companion to Licensing Negotiations: Licensing Law Handbook
7.02[8][b] (4" ed. 2002/3).
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Second, for a remedy involving a compulsory licensing scheme to work, access
must be set at a price low enough for an equally or more efficient licensee to com-
pete effectively. In order for a remedy to have a useful effect and achieve its goal
(elimination of the abuse as well as restoration of competitive conditions), in
some cases, it may require the dominant firm to lower its fees to a sustainable
level until competitive conditions have been restored, and further pricing can be
left to the market.

As regards non-discrimination, differential treatment should be allowed only
if it is justified by proportional objective considerations. This requires that the
differential treatment

(1) attain a legitimate objective,
(2) that it is effective in attaining that objective,

(3) that it is necessary to obtain the objective (there is no less restrictive
alternative), and

(4) a weighing of the interests of the parties involved (balance-of-interest
test).

For example, a cross-license may justify a royalty readjustment if it is agreed to
at arms’ length and fair value is paid on both sides. Ultimately, the royalty system
should ensure a level playing field between all participants in the market when
dealing with the licensor. For instance, it should not discriminate between devel-
opment models (proprietary versus open source models) or insiders and outsiders.

V. Conclusion

While IPRs confer exclusive rights, and a mere refusal to license is not an abuse,
IPRs do not provide complete immunity from application of competition law.
The use of IPRs—and indeed any other asset—as a tool for an abuse other than
a refusal to license (such as unjustified discrimination, tying, exclusionary pric-
ing and price squeezing, the unjustified disruption of supplies, restriction of inno-
vation, standard manipulation or breach of FRAND promises given to a standard
setting organization, unjustified refusal to allow rivals access to essential facili-
ties, and even excessive pricing) can give rise to liability under Article 82 EC
and equivalent provisions of national competition laws. Even then, two points
should be kept in mind: first, the fact that the abuse involved a refusal to license
an exclusive IPR may be invoked as a justification. It is submitted that the prop-
er balancing tools to evaluate such a defense and distinguish between legitimate
and abusive exercise of IPR is the essential function test, always keeping in mind
the policy goal of IPRs to provide innovation incentives, and the proportionali-
ty test. Second, a compulsory license may be imposed to remedy the abuse only
if such a remedy is appropriate and proportionate to redress the abuse, and regen-
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erates innovation incentives more than it restricts them. In practice, these two
points require the same balancing exercise. Interoperability and standards cases
are arguably special in this respect. Encouraging interoperability with monopoly
platforms is one of the situations where this balancing exercise suggests a com-
pulsory license is appropriate. Denying interoperability with a monopoly plat-
form raises barriers to entry in the markets for complementary products, as well
as (crucially) the market for the platform itself. Interoperability with monopoly
platforms normally increases innovation incentives for third parties as well as
those of the owner of the platform with which interoperability is sought.

In the circumstances of Magill and (according to the 2004 MS decision)
Microsoft EC, copyrights and trade secrets (and, in future, patents) were used in a
fashion inconsistent with the essential function of IPRs, namely, to suppress rivals’
incentives and capability to innovate, without countervailing benefit: the broad-
casters’ incentives to improve their program guides and Microsoft’s incentives to
advance its interoperability protocols were not dependent on continued protection
of exclusive rights. To the contrary, the reduction of competition may have
increased the funds they had available for innovation, but reduced their incentives.
Thus, IPRs were used in a manner at odds with their goals, or at least in a manner
that was not proportionate or necessary to maintain innovation incentives.

In Magill, IMS, and Microsoft EC, reference is consistently made to the excep-
tional-circumstances test, but it would seem that this test has no independent
meaning. The exceptional circumstances were defined in terms of the abuse
addressed in those cases (restriction of innovation to the prejudice of con-
sumers). It may well be that cases of abuse are exceptional, but the test seems to
impose no additional burdens or requirements on the plaintiff in specific cases.

It is hoped that the CFI in Microsoft EC will clarify this.

At this stage, one conclusion can be drawn: There is a dearth of quantitative
information about the actual contribution of IPRs to innovation. Much of the
support of IPRs is based on a general understanding that exclusive rights encour-
age investment in innovation, and that they therefore benefit consumer welfare
and society overall. This is a matter of common sense and almost religious belief,
but cannot be used as a hard and fast rule. Thorough and independent quantita-
tive studies in different industry sectors would be very welcome. The very exis-
tence of the open standards-based Internet and the work done by the open
source community indicates that at least in some sectors, innovation is not
dependent on exclusive IPRs. Similarly, even in industries where IPRs are need-
ed, IPRs are blunt instruments, and not always well-adapted to the specific situ-
ations in which they are invoked. There are cases where IPRs are perverted to
achieve commercial objectives antithetical to the policy goals the legislature
sought to achieve. In the rare case that involves a restriction of competition,
experience suggests that competition law can be used as a balancing tool. It
remains to be seen, however, what the CFI will decide in Microsoft EC.
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Ultimately, for a compulsory licensing scheme to work, remedies must be
implemented in a timely and effective manner. Unwilling defendants should not
be allowed to fix the licensing terms and conditions, because incentives are to
deprive the remedy of useful effect. Access must be set at a price low enough for
the licensee to compete effectively and restore conditions of competition. Where
the abusive conduct has deprived the victim of economies of scale and market
opportunity, it may not be able to sustain a level of royalties that it could have
readily borne had the market remained competitive. This may in some cases
mean that royalties should be lowered below that level until competitive condi-
tions have been restored, and further pricing can be left to the market. ¥

144 Competition Policy International





